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Ethnic Mix: How Segregated Are
English Schools?

Until now, there has been surprisingly little evidence on the degree to
which English schoolchildren from different ethnic backgrounds are
mixed. New research by Simon Burgess and Deborah Wilson reveals
high levels of ethnic segregation in many secondary schools — higher
than might be expected from levels of residential segregation and
particularly high for pupils of South Asian origin.
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It is commonly observed that people’s
atitudes are strongly influenced by their
school days. The peer groups children
study and play with are important factors
moulding their perspectives on society. In
this regard, the degree to which different
ethnic groups are socially integrated at
school isamajor issue of political concern.

The Last White Kids, a Channd 4
documentary shown in October last year,
followed a family of white children in
schools that were overwhelmingly attended
by children with South Asian ethnic
origins. The influence of the school
environment on the evolution of their
attitudes was fascinating. But how common
are such experiences? Aren't most schools
mostly made up of white children? How
does school segregation compare with
residential segregation? And how do the
answers to these questions vary across
different ethnic groups and different areas
of the country?

Surprisingly, there is very little
contemporary evidence on this issue for
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England. (This is emphaticaly not true in
the United States, where levels of ethnic
segregation across schools has been closely
tracked since the Brown vs. Board of
Education decison in 1954 introduced
mandatory  desegregation policies see
www.civilrightsproject.harvard.edu for
recent evidence). This article reports recent
findings using up-to-date data on the ethnic
mix of English schools  and
neighbourhoods.

What do we mean by segregation? For this
analysis, we use a measure that captures
the evenness of spread of different groups
of pupils  across  schools, or
neighbourhoods,  within a larger
geographical area. An area is highly
segregated if a significant proportion of
pupils would have to move schools
(neighbourhoods) in order to achieve an
even distribution across each unit.

So, for example, if 20% of the school
population of a local education authority
(LEA) isof Indian ethnic origin, thereisno
segregation if in each school 20% of the
pupils are of Indian ethnic origin; that is, if
thereis an even spread of that group across
the schools. The more the actua
distribution is uneven, the higher the degree
of segregation. This index of unevenness
ranges from 0 to 1: a figure of 0.6, for
example, means that 60% of pupils from a
certain group would need to move to
achieve an even spread.

To measure school segregation, we use data
from the 2001 Annua Schools Census,
focusng on state maintained secondary
schools in England (where the pupils are
aged from 11 to 16 or 18). The available
data give us the number of pupils in each
school classified as being of: black
Caribbean heritage, black African heritage,
black other heritage, Indian ethnic origin,
Pakistani ethnic origin, Bangladeshi ethnic
origin, Chinese ethnic origin, other
minority ethnic origin and white ethnic
origin.

Here, we report our results for two
aggregated groups. ‘Black’, comprising the
three black groups, and ‘South Asian’,
comprisng  Indian, Pakistani and
Bangladeshi. (More comprehensive results

for each minority ethnic group are available
in the CMPO discussion papers that this
article summarises — see below.)

To measure neighbourhood segregation, we
use ward-Hlevel data from the 2001
Population  Census. We  consider
individuals aged between 10 and 17 (the
closest match to our secondary school data)
and aggregate the Census ethnicity
classifications to those listed above to
ensure comparability between the two
datasets. For both our school and
neighbourhood segregation analyses, we
take the LEA as the aggregate spatial unit —
S0 we consider segregation of pupils across
schools within an LEA and compare that
with segregation of (more-or-less) the same
pupils across wards within the same LEA.

In England in 2001, the secondary school
age population over the country as a whole
comprised approximately 87%  white
pupils, 6% of South Asian origin and 3% of
black heritage. While most schools and
wards are overwhelmingly white (with
medians of 97% and 96% respectively),
there is substantial geographica variation,
largely reflecting the residentia clustering
of different minority groups across
England. For example, there are only 16
LEAs with more than 5% pupils of black
Caribbean heritage; and only 6 LEAS have
more than 10% of pupils of Pakistani ethnic
origin.

So how highly segregated are England’s
schools and neighbourhoods? We calculate
the index of unevenness for each LEA
separately and for each minority ethnic
group separately. This allows us to consider
differences in segregation across different
areas of the country. Table 1 shows some
details of the distribution of segregation in
schools across LEAs. Recall that the index
runs from 0O (no segregation) to 1. Table 1
shows the average and two other measures
of the spread — the 10" percentile is the
value below which 10% of LEAs fal and
the 90" percentile is the value above which
10% of LEAs fdl. For both aggregated
ethnic groups, there is a substantial range of
values. Table 2 presents the same statistics
for the same groups, only looking at
segregation in terms of where the pupils
live.



Table 1: School segregation

10™ percentile median 90" percentile
South Asian 0.320 0.501 0.643
Black 0.236 0.399 0.553
Table 2: Neighbourhood segregation

10" percentile median 90" percentile
South Asian 0.296 0.549 0.727
Black 0.228 0.556 0.829

So what do these numbers reveal ?

First, levels of segregation are
generdly high. In the average LEA, the
index is around 0.5, which tells us that
about half the members of these groups
in the LEA would have to move school
(or neighbourhood) in order to achieve
an even spread.

Second, there is substantial variation in
the levels of segregation experienced in
different areas of England, illustrated
by the range of values of the index.

Third, there are differences across the
minority ethnic groups. South Asians
generdly experience higher levels of
segregation than their black peers.

How does school segregation compare
with residential segregation? Figures 1 and
2 (See next page) plot the level of school
segregation in an LEA against the leve of
residential  segregation. Each circle
represents an LEA, weighted by the
numbers of pupils of black (respectively
South Asian) students in its population,
such that the size of circle reflects the size
of the specific minority ethnic school-age
population in the LEA.

These figures confirm both that South
Asians generaly experience higher levels

of school and neighbourhood segregation,
and that levels of segregation for this group
do not fal as their proportion in the
population increases. In addition, the
figures show that for both South Asianand
black students, school segregation is higher
than residential segregation in areas in
which they are more numerous. These are
generdly some of the more densely
populated, urban areas of England.

These findings are the first contemporary
evidence on ethnic segregation in
England’s schools. As expected, they
confirm that school segregation is closely
related to residential segregation. Levels of
segregation are generdly high, yet vary
considerably around the country.

Some interesting differences emerge from
the analyss. South Asians experience
higher levels of segregation than their black
peers, both a school and in ther
neighbourhoods. And both groups are more
segregated at school than at home in more
densely populated areas. This suggests that
there is a loosening of the relationship
between school and residential segregation
in areas in which there is more school
choice — and in such away that pupils from
different ethnic backgrounds are more
segregated in the playground than in their
neighbourhoods.

South Asians
experience
higher levels of
segregation thar
their black
peers, both at
school andin
their
neighbourhoods



Figure 1. Plot of residence-based against school-based segregation indices. aggregate
‘Black’ student group, weighted by numbersin the group
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Figure 2: Plot of residence-based against school-based segregation indices. aggregate
‘South Asian’ student group, weighted by numbersin the group
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This article summarises ‘Ethnic Segregation in England’s Schools by Simon Burgess and
Deborah Wilson, CMPO Discussion Paper No. 03/086, and ‘Pardle Lives? Ethnic
Segregation in the Playground and the Neighbourhood' by Simon Burgess, Deborah Wilson
and Ruth Lupton, CMPO Discussion Paper No. 04/094 For the full papers, see
http://www.bris.ac.uk/Depts/ CM PO/workingpapers/workingpapers.ntm
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Competition Law in the Media: Will
Ofcom M ake a Difference?

Ofcom, the new single regulator for telecoms, TV and radio, is up and
running. CMPO’ sregulation expert Paul Grout assesseswhat it islikely

to mean for

the application of UK competition

law to the

communications industries and foresees a big culture shock for media

companies.

Back at the end of the last millennium,
communications convergence was thought
to be just round the corner. Before we knew
it, we'd al be watching TV and radio
delivered on demand over the internet,
chosen from an endless array of
programmes, sandwiched between on-
screen chats with friends and interactive
purchasing and auctioning from an endless
stream of dotcom companies that would
spring up as required because of the low
entry costs of the new technology. Music
would be sampled and downloaded when
we wanted it, whether a& home or on the
move; the days of the record store and CD
were clearly numbered.

In such a world, it would clearly be
impossible to try to regulate these markets
with separate regulators for telecoms, TV
and radio. Indeed, in the new digita age, it
would not be long before these definitions
became meaningless and any attempt to
base content, competition and ownership
regulations on such dated distinctions
would be doomed to failure. Regulation for
the new converged erawas essential.

The government responded with great
enthusiasm, a juggernaut set off on its
mission to create a single regulator for
communications before it was too late and
duly on 29 December 2003, while most of
the country was dumbering between
Chrissmas and New Year, Ofcom, the
Office of Communications, was born.

Unfortunately, between the decision to
create a single regulator and its inception,
convergence failed to arrive. The dotcom
collapse, the savaging of telecoms shares
and investment and the overly ambitious
auction prices for mobile spectrum have all
helped to put the whole convergence
strategy on hold. Convergence is dtill

coming — but a a more considered and
sustainable pace, not in a gae of hectic
innovation and investment. We now have a
convergent regulatory framework before we
have a convergent market — so will
anything change?

Ofcom replaces five regulatory bodies — the
Broadcasting  Standards  Commission
(BSC), the Independent Television
Commission, the Radio Authority, the
Radiocommunications Agency and Oftel
(the Office of Telecoms). Its brief ranges
from standard economic issues such as
continuing price regulation in some
telecoms markets to policing standards of
taste and decency. Indeed, regulation of
standards has been tightened. For example,
unlike the BSC, Ofcom will be able to levy
fines on the BBC for breaches of its codes,
including codes on programme standards.
At the same time, to enforce content
regulation, Ofcom has a large content board
with a broad mix of members such as the
Olympic gold-medallist Jonathan Edwards.

The dtrengthening of regulation within
Ofcom has turned out to be a common
theme. Rather than using the creation of a
single body as an opportunity to streamline
and reduce regulatory controls, the
regulatory duties and functions have risen
enormoudly: from 128 for the five ‘legacy
regulators to 263 for Ofcom, more than
double its predecessors obligations. The
new framework is clearly not the light-
handed and flexible modd that was
originally intended to accompany the
dynamic converged world of
communications.

Of particular significance are the
implications of the new regulatory body for
competition policy. The Communications
Act that created Ofcom has also liberalised
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Media
companieslike
BSkyB and the
BBC will all face
a cultural
change, with
Ofcom
implementing
competition law
rather than the
conventional
competition
authority

ownership rules in the media, which
suggests that there will be considerable
merger activity in the future. But even in
the absence of ownership changes, there is
likely to be a great deal of activity in the
sector around competition issues. In recent
years, there have been many such issues
arisng from the three magor players —
BSkyB, BT and the BBC — and their
interaction with others in the industry.
These ae likdy to become more
significant. The new Ofcom framework
brings a change of structure for these
players and evidence from the ‘Oftel
approach’ suggests that we may see some
policy problems.

Since March 2000, the 1998 Competition
Act has formed the central framework for
UK competition law. Under this legidation,
sector-specific regulators have the same
powers within their sectors as those enjoyed
by the Office of Fair Trading (OFT). In
other words, the OFT applies the
Competition Act generaly while the sector-
specific regulators — such as those for gas,
eectricity, telecoms and water — apply it to
activities falling within their sectors. This
process is known as ‘concurrent
application’.

Ofcom brings together two different groups
of companies: telecoms companies, which
were previousy regulated by Oftd and
hence subject to implementation of the
Compstition Act by Oftd; and media
companies, which were subject to
implementation of the Competition Act by
the OFT.

The government had the choice of
extending the concurrent application of the
Competition Act to Ofcom or dropping it
from the sector. Extending concurrent
application would have brought al the
competition activities of the convergent
sectors under the control of a regulatory
body while dropping it would have brought
the telecoms companies into line with the
rest of the media and moved telecoms away
from the model applied to water, gas and
electricity. The government chose the
former route so now BSkyB, 1TV, the BBC,
the radio companies, etc. will al face a
cultural change, with Ofcom implementing
competition law  rather  than  the
conventiona competition authority.

During the period when Ofte was in a
position to implement the Competition Act
in telecoms (roughly the two and a half
years up to the introduction of Ofcom), it
rarely did so. Instead, it tended to fall back
on the use of regulatory powers. But this
will not be as easy in the context of
broadcasters where there is little in the way
of equivalent economic powers. Indeed,
post-Hutton, the BBC may have to operate
in more competitive environment, which
will increase the potential for competition
disputes. So what is likely to happen when
Ofcom comes to implement the
Competition Act?

It is important to recognise that there are
significant differences between the UK
regulatory model and competition law. The
regulatory model that has developed in the
UK around the duties of sector-gpecific
regulators has been strong on ‘ex ante
(before the fact) regulation of behaviour
and prices, paticularly the latter. All
sector-specific regulators impose price caps
on companies and the process of removing
these has been dow. For example, a
previous telecoms regulator’s forecast that
the price cap implemented in 1997 would
be the last has proved incorrect.

Competition law, in contrast, is essentialy
about preventing abusive behaviour and
this leads to a different regulatory
framework. The drive is to improve
productivity and choice; lower prices will
follow but they are not the direct target.
The competition law approach takes an ‘ex
post’ (after the fact) view of behaviour,
intervening only when a company is in a
dominant market position and has abused
that position. Companies are unlikely to be
found guilty of excessive pricing simply
because their returns are somewhat above
the cost of capital. Indeed, the guidelines of
the Competition Act make it clear that the
OFT ‘is unlikely ... [to] conclude that an
undertaking was abusing a dominant
position solely on the evidence of supra-
normal profit.’

There is a significant wedge between the ex
ante sector-specific regulation model and
the ex post competition law model in terms
of their approaches to profitability.
Evidence from the  Competition
Commisson and its predecessor, the
Monopolies and Mergers Commission



(MMC), confirms this. The average
profitability of cases considered by the
MMC since the 1970s has been over 40%
and, on average, companies where the
MMC found no reason to intervene have
had almost as much profit as those where
the MMC made an adverse finding.
Similarly, when looking at companies with
high market shares, there is alimited, albeit
larger, difference between cases where
there was an adverse finding and those
where there wasn't.

Thereis amajor difference between, on the
one hand, the sector-specific regulators
views as to what constitutes an acceptable
return in a competitive market and, on the
other hand, what is deemed acceptable
under competition law. So consistent
application of the Competition Act requires
sector-specific regulators like Ofcom to
apply two different models of regulation
smultaneoudy.

This means that when dedling with pure
competition issues, Ofcom analysts must
disregard their duties as sector-specific
regulators and act solely in accordance with
their duties as competition authorities. They
must not be influenced by tests or
considerations that ae relevant in
regulation but not in competition law (such
as distributional concerns or market power
thresholds less than dominance). If they fail
to maintain this distinction, we can expect
to see signs of ‘regulatory overspill’ into
the interpretation of competition law and
inconsistent application of the law.

Avoiding regulatory overspill is essentia
but may not be easy. For example, there
was clear evidence of regulatory overspill
in the sector-specific guidelines for Oftel,
which included regulatory structures such
as LRIC (a specific cost alocation system
used in telecommunications regulation) and
combinatorial tests (a  pricecost
relationship used to designed to set limits
on the prices of regulated companies). This
suggests that Ofcom will have to be careful
if they wish to ensure that there is not a
significant change in the application of the
Competition Act within the media and a
clash with the magjor broadcasters.

Of course, there are those who argue
strongly that this is exactly what should
happen. Notably, the new head of telecoms
firm NTL (who succeeded Stephen Carter,
now chief executive of Ofcom) is looking
for a ‘robust’ approach. What's more, the
leading players at Ofcom are very keen to
be seen as atough ouitfit.

But if toughness in competition law comes
from regulatory overspill, then there is
likely to be an equaly robust challenge
from the media companies in the Appeal
Tribund. One way of minimising the
problem is to avoid the provision of sector-
specific guidelines for the communications
sector but this is unlikely to happen. So
there is likely to be a big culture shock for
media companies.

Perfor mance Pay for Civil Servants?

Should the government pay its employees by results? A team of CMPO
researchers — Simon Burgess, Carol Propper, Marisa Ratto and Emma
Tominey — assesses the impact of team-based incentive schemes on the
performance of public sector workers and finds that such schemes can be

effective if carefully designed.

Performance pay for civil servantsis one of
the most contentious issues in the debate on
public service reform. Some argue that a
little private sector discipline would help
improve flagging public sector
productivity; others believe that since much
public sector work is about care and

service, specifying desired outcomes in
contracts would erode public service
motivation. What has been lacking from
this debate is evidence and that is what is
now emerging from a mgor CMPO
research project.

If Ofcom makes
significant
changesin the
application of
the Competition
Act within the
media, there
could beaclash
with the major
broadcasters



Team-based
performance pay
schemes may
havea placein
public service
reform — but they
need to be
carefully
designed

In 2001, the government ran pilot schemes
of performance pay in three mgjor agencies
and a CMPO team has been evaluating the
outcome. We report here on the evidence so
far, focusing on Jobcentre Plus. The results
suggest that performance pay schemes may
have a place in public service reform, but
that they need to be carefully designed. In
particular, given that the government has
chosen to run teambased incentive
schemes, the definition of what constitutes
ateamiscrucid.

The UK’'s network of around 1,300
Jobcentre Fus offices has two main roles:
to help place job seekers in work and to
administer benefits, it also advises on
training needs. The job placement activity
itself has two dimensions. quantity — the
number of people successfully helped into
employment and the number of employers
vacanciesfilled — and quality — the standard
of customer service, the qudity of advice,
the accuracy of benefit calculation, etc.

The government cares about quantity and
quality and has incorporated both into the
incentive scheme. Traditiondly, one
problem with such schemes is that quality
is neglected relative to quantity. In fact, this
scheme recognised this and established five

different targets. the number of job
placements; customer service, filling the
vacancies notified by firms; other aspects of
business ddivery; and reduction of fraud
and errors in benefit calculation. Staff were
to be paid afixed rate bonus for each target
hit, around 1% of sdary. At least two
targets had to be reached to get any bonus
and if all five were hit, there was an extra
reward of another 2.5% of saary.

One key feature of the incentive scheme is
that it is teambased. Unlike an individual
performance pay scheme, the target is set
collectively for a group of workers — the
team — and everyone receives the bonus if
the target is hit. The definition of the team
is thus key to the likely outcome of the
scheme.

Economists have identified one potentia
problem with team+based incentives. the
phenomenon of free riding, where
individuals can benefit on the back of other
people's efforts. Conversely, basing the
scheme around teams rather than
individuals may complement and enhance
public service motivation.

The Impact of the Scheme
The Impact Varies for Different Sizes of Offices
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In this case, the teams were defined at the
level of the Jobcentre Plus district. These
are large teams, with up to 171 offices and
2,000 staff. This ‘team’ is created only by
the reward system — there appear to be few
operationa links between offices in a
district. However, a ‘naturd’ team
encompasses the workers within each
office. Thereisenormous variation in staff
numbers within the offices, ranging from 5
to 400+. Given the size of the offices and
the cross-office co-ordination required to
hit a district-level target, there are likely to
be significant free-rider problems. We
would expect these to be greater — and
hence the impact of the scheme weaker —
the more staff in the office and the more
officesin the district.

Of the five performance targets in the
incentive scheme, some are more difficult
to measure than others. Job placements, for
example, can be measured relatively
precisdly whereas customer service can
only be estimated usng sample surveys.
Consequently, on the principle that ‘what
gets measured gets done’, we might expect
to see doaff alocate their effort more
towards those activities that are most easily
measured and for which the individua
contribution to aggregate output is clearer.

The incentive scheme was piloted in 17 out
of the 90 digtricts in Jobcentre Plus for one
year, from April 2002 to March 2003. The
CMPO team analysed data from Jobcentre
Plus's management information systems on
the measured outputs, and on staffing from
their personnel system; to this, we matched
data relating to each office’s loca labour
market. We used a variety of satistica
techniques to evaluate the outcome of the
pilot.

These are the key findings:

First, our results suggest a significant
positive effect of the incentive scheme
on the main quantity measure — job
entries. If we compare performance

between  incentivised and non-
incentivised didtricts, controlling for
loca labour market conditions and
other observable characteristics, the
average effect of the schemeis an 11%
increase in the number of people put
into jobs in incentivised digtricts.

Second, the data confirm our conjecture
that the impact of the scheme would
vary with the number of staff in an
office and the number of offices in a
digtrict. This fits well with the idea of a
free-rider problem in  team-based
incentive schemes. But it is important
to stress that the problem was not
sufficient to make the scheme
unsuccessful. We illustrate these results
in Figure 1, which plots the incentive
effect against the number of officesin a
digtrict, for various numbers of staff per
office. It is clear not only that the
incentive effect decreases with the
number of offices per district, but that
this negative effect has far greater
magnitude for large offices.

Third, we find that the scheme has no
impact on customer service. This can
be taken two ways. On the one hand,
the increase in quantity was not
achieved at the expense of lower
quaity. On the other hand, there
appeared to be no positive effect of the
incentivisation on the qudity of
service. This might be because of the
necessarily  lower imprecision of
measuring quality, so workers believe
that higher effort may only have a
marginal effect on the target.

One important implication of these results
is that the definition of the team is crucid
for any team-based incentive scheme. A
careful design of teams, one that takes into
consideration the likely impact of the free-
rider problem, should deliver more
effective incentive mechanisms.

This article summarises ‘ Incentives in the Public Sector: Some Preliminary Evidence from a
UK Government Agency’ by Simon Burgess, Carol Propper, Marisa Ratto and Emma

Tominey, CMPO Discussion

Paper No.

03/080. For the full paper, see

http://www.bris.ac.uk/cmpo/workingpapers/workingpapers.htm. The research is funded by
the Evidence-based Policy Fund, the Public Services Productivity Panel and the government

departments.
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had no impact
on customer
service
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accounts for
over one and
one-half trillion
dollarsin
expenditure
annually and
over 15% of
GDP

Competition in Health Care:
L essons from the United States

Competition has increasingly been seen as a way to improve the
efficiency of the UK’s health care services. But as CMPO Associate
Martin Gaynor finds in his research on US health care markets,
competition can be threatened by industry consolidation, even when a
large proportion of operators are private ‘not-for-profits’, akin to the

UK’ s planned foundation hospitals.

One of the most important industriesin the
US economy is hedlth care, accounting for
over one and one-hdf trillion dollars in
expenditure annualy and over 15% of
GDP. This industry is aso one in which
competition is a red issue. The United
States relies on markets to deliver health
services and hence competition is essentia
for the functioning of the hedth care
system. But the extensive consolidation
that has occurred in recent years hasled to
real concern about the impact on the
competitive functioning of hedth care
markets, as evidenced by the extensive
recent hearings held by the US Federd
Trade Commission and the Antitrust
Division of the US Department of Justice
(http://mwww.ftc.gov/ogc/heal thcarehearing
s/index.htm).

During the second haf of the 1990s, a
dramatic wave of hospita consolidation
occurred in the United States. One source
puts the tota number of hospital mergers
between 1994 and 2000 at over 900 deds
on abase of approximately 6,100 hospitals.
What's more, many locad markets,
including quite a few large cities such as
Boston, Minneapolis and San Francisco,
have come to be dominated by two to three
large hospital systems. Not surprisingly,
many health plans have complained about
risng prices as a result of these
consolidations.

This transformation raises concerns about
the effects on competition and emphasises
the need for a better understanding of the
nature of competition in these markets. Of
particular interest is the difference in
behaviour between for-profit and not-for-
profit hospitals, given the prominence of
the not-for-profit form in this indudtry.
Approximately 65% of US hospitals are

10

private not-for-profit firms, with the
remainder organised as either private for-
profit firms or public hospitals.

Hospita markets have been an active area
of antitrust enforcement. Since 1984, the
federal antitrust authorities have brought 11
suits seeking to block hospital mergers. But
they have won only one of the six cases
brought since 1993, and even in this case,
the government subsequently lost on

appeal.

Not-for-profit status has played a key role
in hospital antitrust cases. Not-for-profit
hospital s wishing to merge have argued that
they will not raise prices after merging
since they are motivated by community
interest rather than profit.

Court reactions to this have ranged from
sympathetic — ‘The board of University
Hospita is quite smply above colluson’ —
to outright rgection — ‘no one has shown
that (not-for-profit status) makes the
enterprise  unwilling to co-operate in
reducing competition which  most
enterprises didike and which non-profit
enterprises may didike on ideologica as
well as selfish grounds” On balance,
however, the courts have been receptive to
this line of argument.

To date, the research literature on hospital
competition has conssted largely of
‘ structure-conduct-performance’ studies,
which look a how outcomes depend on the
degree of market concentration — the extent
to which the quantity bought and sold in a
market is concentrated among a few firms.
The hypothesis is that less concentrated
markets are more competitive, and thus
should have lower prices. These studies
find that, at least during the 1990s, hospital



prices are lower in less concentrated
markets. There is more variation in the
results of the small number of studies that
examine this relationship for not-for-profits
and for-profits separately, however. Three
of these papers find that both not-for-profit
and for-profit hospitals set higher prices in
more concentrated markets. Two others,
however, find that not-for-profit hospitals
st lower prices in more concentrated
markets, while for-profits set higher prices.

While the results from this literature are
interesting, structure-conduct-performance
methods suffer  from well  known
deficiencies for testing hypotheses about
competitive conduct. In particular, it is
difficult to be clear about the direction of
causation between concentration and prices.
In addition, this type of modelling makes it
extremely difficult to sort out the
differences in results between the studies of
not-for-profit pricing. These studies cover
different time periods, use different
geographical and product markets and
employ different functiona forms. The
methods employed makes it difficult to
assess the reasons for the different results
across these studies, let alone evaluate their
relative merits.

There is aso an emerging ‘structura’
hospital competition literature. This work
draws on recent methods devel oped for the
study of ‘differentiated product oligopoly’
— where amarket is dominated by a handful
of firms and the product is not
homogenous. Given the differentiated
nature of the product in the health care
industry, and the fact that a small number
of hospitals are present in any market, this
model is a good fit. In this literature,
consumer-level data are used to estimate
models of demand for hospital services, and
then the information from the demand
estimation is used to caculate the market
power of various hospitals.

Research by Robert Town and Gregory
Vistnes and by Cory Capps and colleagues
uses these demand systems to cdculate
measures of the marginal vaue of adding a
hospital to a network. Town and Vistnes
then examine the relationship between their
measure of a hospital’s margina value and
the prices paid by hedlth plans to hospitals.
They find that hospitals with a high
marginal value, either because of isolation
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in their product space or because of high
average utility, receive higher payments.

Capps et al examine the relationship
between their margina value measure and
hospita profit margins and adso find a
positive relationship. In a related study,
they use their demand estimates to simulate
mergers and find that mergers of hospitals
even in makets that look quite
‘competitiveé’ by conventional antitrust
methods would nevertheless lead to large
price increases.

In a recent study with my colleague
William Vogt (CMPO Discussion Paper
No. 03/87), we attempt to understand the
nature of hospital competition and the
implications for antitrust policy, in
particular, differences in the exercise of
market power between for-profit and not-
for-profit hospitals. To that end, we
estimate a dstructural model of hospita
conduct that explicitty alows for
differences between for-profits and not-for-
profits, and then use the estimates to
smulate the effects of a merger. We
simulate merger effects for both a merger
between for-profits and a merger between
not-for-profits.

Using detailed micro data from Cdlifornia
on patients and hospitals in 1995, we find
that hospitals face significant, but not large,
elasticities of demand for their services —
the extent to which demand responds to
changes in price. Not-for-profit hospitals
face less dastic demand, and set lower
prices, but have higher markups (26%) than
for-profits  (20%) because of lower
marginal costs.

The merger ssimulation shows no difference
in the willingness of not-for-profits and for-
profits to exploit merger-created market
power. The smulation results in post-
merger price increases of up to 58%,
regardless of whether the hospitals are for-
profit or not-for-profit. In particular, the
merger we simulate was one in which the
US Federa Trade Commission intervened
and forced divestiture of one of the
hospitals owned by the merging firms. Our
simulations show post-merger price
increases of up to 58% absent the Federa
Trade Commission’s intervention compared
with increases of 2% or less with the
intervention.

Mergersin the
health care
industry mean
higher prices,
even mergers
between not-for-
profit hospitals



These results have important implications
for policy. Competition matters, and
mergers can have dignificant  anti-
competitive effects. Thus far, the US
antitrust enforcement agencies have not
treated not-for-profit hospital mergers
differently. Not-for-profits have defended
themselves by claming that, since their

objective is to benefit the community, they
would not exploit any market power gained
as aresult of mergers. The courts have been
sympathetic to this view and reected
government requests to block mergers
between not-for-profit hospitals. Our results
indicate that, at least on average for the
hospitals in our data, this is not correct.

Recent CMPO Discussion Papers report research by Martin Gaynor on the economics of US
hedlth care: No. 03/087: ‘Competition Among Hospitals’ (with William Vogt); No. 03/088:
‘Entry and Competition in Local Hospital Markets (with Jean Marie Abraham and William
Vogt); and No. 03/089: ‘Incentivesin HMOs' (with James Rebitzer and Lowell Taylor).

For related materia for the UK, see these CMPO Discussion Papers: No. 00/027: *Does
Competition Between Hospitals Improve the Quality of Care? Hospital Death Rates and the
NHS Internal Market’ by Carol Propper, Simon Burgess and Katherine Green, December
2000 (aso Journal of Public Economics, forthcoming 2004); and No. 03/077: ‘ Competition
and Quality: Evidence from the NHS Interna Market 1991-1999" by Carol Propper, Simon
Burgess and Denise Gossage, May 2003.

All papersare available at: http://www.bris.ac.uk/cmpo/workingpapers/workingpapers.htm

For awide-ranging survey on US hedlth care markets, see Martin Gaynor’s paper with
Deborah Haas Wilson: ‘ Change, Consolidation and Competition in Health Care Markets
(Journal of Economic Perspectives, 1999). Gaynor is E.J. Barone Professor of Economics
and Public Policy at Carnegie Melon University.

RECENT AND UPCOMING WORKSHOPS AND CONFERENCES
19" March 2004 Public Organisation and the New Public M anagement
16/17" April 2004— A Dynamic Approach to Europe’s Unemployment Problem

19" April 2004 — Performance and Choice in Education
Speakers include Professor Harvey Goldstein, Institute of Education, London
Steve Machin Director of the CEE at the LSE, UCL and
Professor Douglas Staiger, Dartmouth College and NBER

15/16™ June 2004 — The Impact of Local Area Influences on Individual Outcomes
Speakersinclude: Professor Greg Duncan, Northwestern University, and Director, Joint Center for
Poverty Research, Northwestern University and University of Chicago, and
Professor Steve Raudenbusch, School of Education, University of Michigan

All venues are in Bristol
For further information or to book a place contact
Lucy Chivers on (0117) 928 9019 or visit the CMPO website

The Leverhulme Centre for Market and Public Organisation was founded in 1998 with the objective of
furthering our understanding of an appropriate design for the reform of a wide range of activities on the
‘boundaries of the state’. The Centre aimsto develop research, further debate and inform policy relating to
the public sector and the recently privatised entities. Further information can be obtained from:

Leverhulme Centre for Market and Public Organisation, Department of Economics, University of Bristol,

Mary Paley Building, 12 Priory Road, Bristol BS8 1TN
Tel: 0117 954 6943 Fax: 0117 954 6997 Email: cmpo-office@bristol.ac.uk Website: www.bris.ac.uk/cmpo/
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